Europe and the Americas:
Toward a TAFTA-South?

Jeffrey J. Schott and Barbara Oegg

1. INTRODUCTION

IVE years ago, European officials proposed the negotiation of a

transatlantic free trade area (TAFTA) linking the United States and the
European Union in the world’s largest free trade zone. Flush from their successful
conclusion of extensive multilateral trade reforms in the Uruguay Round, it
seemed logical that the two leaders of the world trading system could work
together to resolve their remaining trade problems and in the process set powerful
precedents for the rest of the world to follow. In so doing, they would accelerate
progress toward the ultimate goal of ‘global free trade’.

Transatlantic free trade seemed such an easy task. Bilateral trade and
investment was already large and largely unfettered (except in agriculture) and
the proposals garnered support from both business and labour organisations. After
the acrimonious debate over the ratification of the North American Free Trade
Agreement (NAFTA), proponents felt that the TAFTA would not raise the same
concerns about social and environmental dumping that nearly killed the North
American pact. However, the initial fervour for such talks soon dissipated when it
became clear that sharp differences in US and European regulatory policies, as
well as agricultural support measures, made the negotiating task exceedingly
difficult. Moreover, officials failed to assess the potential damage to the nascent
World Trade Organisation (WTO) that could result if the world’s most powerful
trading nations struck a deal that discriminated against suppliers from the world’s
developing countries. The grand vision of TAFTA was shelved and replaced by
pragmatic and narrowly focused work on regulatory barriers and other ‘nuts and
bolts’ trade problems.

Even without a TAFTA, US-EU trade relations have grown significantly:
bilateral merchandise trade totalled about $400 billion in 2000 and cross-border
direct investment in each other’'s market exceeds $1 trillion (on a historical cost
basis). To be sure, major disputes continue to fester over bananas, beef hormones,
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aircraft and grain subsidies,genetically modified seedsand foods, and US
subsidiesprovided under the Foreign Sales Corporation programme. These
problemsdemonstratehat TAFTA is more a vision than imminent reality for
tradebetweenEuropeand North America.

Overthe pastfew years,however,the EuropeanUnion hasalso beenquietly
pursuinganotherTAFTA. New tradeinitiatives with its tradingpartnersn Latin
Americaandthe CaribbearBasinpresagdhe developmenbf a free tradezone,
or ‘TAFTA-South’, overthe nextdecadeA comprehensivéreetradeagreement
(FTA) is already in force with Mexico and negotiationsinitiated with the
Mercosurcountrieg(Argentina,Brazil, ParaguayndUruguay)andwith Chile. In
addition, the recentlyminted ‘PartnershipAgreement’(discussedater) between
the EuropeariJnion andits developing-countrpartnersn Africa, the Caribbean,
and the Pacific seeksto establisha more reciprocal relationshipthan existed
underthe previousLomé accordsand that eventuallytransformsinto an FTA.
Unlike its previousfree trade venturesin the postwarperiod, theseEuropean
initiatives involve countriesoutside of the regional neighbourhoodand seek
reciprocalratherthan preferentialtradedeals.

To besure,the EuropeariJnion itself hasnot proposech broadfree tradepact
with Latin America similar to the ‘Free Trade Area of the Americas’ under
negotiationbetweenthe United Statesand 33 other countriesin the Western
Hemisphere(see Schottand Hufbauer,1999). Given the diversity in size and
level of economicdevelopmentof Europe’strading partnersin Latin America
andthe CaribbearBasin,a TAFTA-Southagreementvould be adauntingtask.In
somerespects,t is comparableto, though much less well defined than, the
pursuit of an FTAA among WesternHemispherecountries. Indeed, like the
United Statesthe EuropeanUnion hasstartedthe processhy taking small steps
with individual countriesandregionalgroups;unlike the United Statesjt hasnot
yet integratedthose initiatives into a single negotiationthat over time could
createa super-regionafree tradezone.

This paperexaminesEurope’strade and investmentties with Latin America
andthe Caribbearandprospectdor the evolutionof a TAFTA-South accord We
first summarisethe progressto datein the various bilateral and regionaltrade
initiatives. We then analysebilateral trade and investmentflows to determine
eachside’sinterestsandobjectivesin pursuingfreetradetalks. We concludewith
commentson the implicationsof European-Lah Americantradearrangements
for US-EU relationsandfor the FTAA negotiations.

2. EUROPE'SBUILDING BLOCKS FORA TAFTA-SOUTH?

CommercialrelationsbetweerEuropeandLatin Americadatebackmorethan
500yearsto a time whentradewasunbalancedndunsavouryjnvolving slaves,
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silver, and spices.The eraof colonial exploitationis long past;today, European
relationswith the Americasarebasedon shareddemaocraticvaluesandeconomic
partnership.

Responding to the dramatic economic and political reforms adopted
throughout_atin Americaoverthe pastdecadeEuropehasundertakemumerous
bilateral trade initiatives to deepentraditional ties and to facilitate European
participationin Latin America’seconomicrevival. To a surprisingextent,the EU
initiatives mirror US commercialpolicy towardthe region sincethe mid-1980s,
albeit with a lag of severalyears.The US strategyproceededn incremental
stageskFirst, the United Statesgrantedunilateraltradepreferenceso the smaller
countriesin the region, underthe CaribbeanBasin Initiative and the Andean
Trade PreferencesAct, and negotiated‘framework’ agreementgo establish
forumsfor bilateral consultationsand future reciprocaltradetalks. Secondthe
United Statesproposedintegrating these bilateral and regional arrangements
underthe umbrellaof a broaderhemisphericrade pact (initially the Enterprise
for the Americaslinitiative andthenthe FTAA).

The Europearnion hasfollowed thefirst partof this scriptby providingtrade
preferencesfor developing countries under the Lomé Conventios and
negotiatingframework agreementsith either individual countriesor regional
groups. To date, however, it has not formulated a hemisphere-widetrade
initiative like the FTAA. Ratherits free tradestrategyis morediversifiedandis
proceedingat different speedsn variousregionsof the Americas.The European
Union already has concludedan FTA with Mexico, but free trade talks with
Mercosurand Chile areadvancingat a snail’s pace® Discussionn a reciprocal
tradeagreemenwith the Caribbearcountriesare expectedo beginwithin afew
years, while such initiatives with the Andean Community and the Central
Americancountriesareonly in the planningstage.ln short,the EuropeariJnion
is in the processof assemblinghe building blocksfor a TAFTA-Southbut is a
long way from putting suchan initiative into effect.

The following sub-sectionsummariseprogressto datein talks betweenthe
EuropeanUnion and eachcountry or region.

a. EU-MexicoFTA

Europe’sfirst FTA in the Americaswas concludedwith Mexico in late 1999
and enteredinto force on 1 July, 2000. The agreementulminateda decadeof
Mexican overturesto the EuropeanUnion that included efforts by President
CarlosSalinasin 1989to lure Europearcapitalto aid Mexicandevelopmenand

1 Negotiationsthus far havefocusedon non-tariff issuessuchas intellectual propertyand public
procurementwith talks on tariff issuespostponeduntil July 2001. Internal EU disagreements,
especiallyover sensitiveagriculturalissues havehamperedorogress.
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by PresidenErnestoZedillo to dilute somewhahis country’sstrongdependence
on the US market® Europeanand Mexicaninterestsfinally convergedwith the
signing of the Agreementfor EconomicPartnershipPolitical Coordinationand
Cooperationin Mexicoon 8 December1997.Thatbroadagreemenéstablishec
frameworkfor promotingbilateraltradeandinvestmentandsetthe stagefor the
startof formal negotiationsof the EuropeanUnion-Mexcan Free Trade Accord
in 1998.

Like the NAFTA, the EU-Mexicantradeaccordis comprehensie The pact
coversnot only tradein industrialgoods,agricultureand services put alsorights
and obligationson investment,intellectual property rights, competition policy,
andgovernmenprocurementaswell asdisputesettlemenproceduresUnderthe
agreementthe EuropeariJnion immediatelyprovidedduty-freeaccesdo 82 per
centof Mexicanmanufacturingexports.Tariffs on the remaining18 percentwill
be progressiveljoweredand eliminatedby 1 January,2003.In return, Mexico
agreedto eliminate its customsduties (from currently applied rates) under a
slightly longer transition period. As of July 2000, tariffs on 47 per centof EU
industrial exportsto Mexico were eliminated;by 2003 an additional5 per cent
will receiveduty-freeaccesgo the Mexicanmarket;andtariffs onthe remaining
productswill be phasedutincrementallybetweer2005and2007.While Mexico
is affordeda longerperiodto phaseout bilateraltariffs, it agreedto establishby
January2003a maximumtariff level of 5 per centfor Europeanmports.

Specialprovisionswere includedto cover the transitionto free tradein the
auto sector.Mexican autotariffs were reducedimmediatelyfrom 20 to 3.3 per
cent,and will be phasedout completelyby January2003 (the sametime that
Mexican auto exportsto Europebecomeduty-free). Mexican auto partstariffs
will fall to 4 percentby January2005anddisappeatwo yearslater. Thesetariff
preferencesvill alsobeaccordedo Europearproducerghathavenotestablished
in the Mexicanmarketunlessimportsfrom thosefirms exceedl5 percentof the
domesticmarket? This quantitativerestriction will be eliminated by January
2007.

Unlike the US-MexicoFTA, the EU-Mexico accorddoesnot providefor free
tradein agriculture.Overall, only 62 per cent of bilateral tradein agricultural
productswill befully liberalisedunderthe tradeaccord.Major productssuchas
sugar,dairy, beefandgrainshavebeenexcluded However,the EuropeanJnion
securedaccesdo the Mexican marketfor a numberof its key exportssuchas

2 Jronically, the Europearrebuff of Salinasin 1989led to Mexico’s dramaticdecisionto requestn
FTA with the United Statesin early 1990.In turn, the trade preferencegrantedto Mexico in the
ensuingNAFTA negotiationspromptedrenewedEuropearinterestin free tradetalks with Mexico
to offset the discriminationEuropeartradersfacedin the North Americanmarket.

% FortheEU Commissiorsummaryof the pact,seelnsideUS Trade(21 January2000,pp. 17—19).
4 This quotais currentlynon-bindingsinceimportsfrom EU producersaccountfor only 2 percent
of the Mexican market.
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wine, spirits and olive oil. In exchange,the agreementincludes partial

liberalisation for certain productsof interestto Mexico such as concentrated
orangejuice, avocadosand cut flowers. The agreementlsoincludesrights and

obligations on sanitary and phytosanitarymeasuresand establishesa special
committeeto addresgemainingfarm trade problems.

With regardto servicesthe agreemenspecifiesthat within ten yearsthe two
partieswill progressivelhiberalisebilateraltradein all servicesectorswith the
exceptionof audio-visual air transportandmaritimeservicesln theinterim, EU
service providerswill be accordedat least equivalentaccessto the Mexican
marketas that providedto thosefrom other countrieswith which Mexico has
preferentiatradearrangemets (includingits NAFTA partners)Liberalisationof
investmentis to start in three years whereas progressiveliberalisation of
paymentsrelatedto investmentsbeginsimmediately. The accordalso provides
the EuropeanUnion with accessto the Mexican procurementmarket that is
practically equivalentto that of Mexico’'s NAFTA partners.

b. EU Talkswith Mercosurand Chile

Europeannitiatives in the southernconeof Latin Americabeganin the early
1990s and resultedin two similar accords:the December1995 framework
cooperation agreementwith Mercosur (covering trade and political and
developmentooperationandthe Junel996agreemenbn economicassociation,
political dialogueand cooperationwith Chile. Like the EU-Mexico framework
accord, these agreementssubsequentiylaid the foundation for more formal
bilateral trade negotiations.

At the Rio Summitof headsof statefrom Latin America,the Caribbeanand
the EuropeariJnion in Junel999,leadersof the EuropeariJnion, Mercosurand
Chile agreedto launchnegotiationsin November1999to promotethe gradual
andreciprocalliberalisationof trade.Interestingly their commitmentomittedany
concretereferenceto the aim of establishinga free trade area. Although the
leadersdid not exclude any sectorfrom the prospectivetalks, concernsabout
liberalisation of agricultureand someservicesectorswere reflectedin this less
ambitiousapproachDisagreementbetweenEU membercountries,in particular
oversensitiveagriculturalissues|ed to EU demandshatinitial talks shouldonly
coverindustrial non-tariff barriers,andthat negotiationson tariffs, other market
accessissues, services, and agriculture would be put off until July 2001.
Anticipating the closerintegrationof Chile in the Mercosur,the leadersalso
agreedthat the results of both the Mercosur-Europearynion and the Chile-
EuropeanUnion negotiationsshould constitute a single undertakingto be
implementel asan indivisible whole by the parties.

Through December 2000, the European Union has held three sets of
negotiatingsessionsvith their MercosurandChileanpartnersunderthe structure
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of the Biregional Negotiating Committee (BNC) establishedat the foreign
ministers’ meetingin Brusselsin November1999° At the first meetingof the
BNC in BuenosAires (and Santiago)n April 2000,negotiatorsestablishedhree
technicalworking groupscovering:

« tradein goods,including inter alia rules of origin, customsprocedures,
import licences,and sanitaryand phytosanitaryregulations;

» tradein services,jnvestmentandintellectual propertyrights; and

« competition policy issues (including anti-dumping), government
procurementanddisputesettlement.

The secondroundof negotiationsn Brusselsn June2000involved technical
discussionsegardingthe exchangeof informationandthe identification of non-
tariff barriersthatwould be coveredin future negotiationsAt the third round of
negotiationsof the BNC in November2000, negotiatorsdecidedto start the
processof drafting negotiatingtexts addressinghe varioustradeareas.

c. EU-Caribbea Initiatives

Relationshetweerthe EuropeariJnion andthe African, CaribbearandPacific
(ACP) group havebeengovernedby successivd.omé Conventionssince1975.
Underthosearrangementsalmostall goodscould enterthe EU marketfree of
dutiesor quotas.However,restrictionswere maintainedon certain agricultural
productsin which the Caribbeancountriesare competitive(for example,sugar,
bananasyum, andrice).

The FourthLomé Conventionexpiredin February2000.To takeits place,the
EuropearlUnion andthe ACP Statesconcludecdhegotiationon 3 February 2000,
for a new ‘Partnership Agreement’, which encompassegolitical relations
between these two groups, development cooperation strategies, financial
cooperationaswell astraderelations.The new pactseeksovertime to promote
a more reciprocaltrade relationshipculminating in a free trade agreementlt
providesfor a preparatoryperiodof eightyearsduringwhich the EuropeariJnion
will continueto grantto productsoriginatingin the ACP countriesnon-reciprocal
preferential treatment similar to that accorded under the Fourth Lomé
Convention

Negotiationson new trade arrangementsimedat progressiveand reciprocal
removal of trade barriers are set to begin in September2002 and the new
arrangementshall enterinto force by 1 January,2008. The preparatoryperiod
will be usedto enhancecompetitivenesof the ACP countries,to strengthen
regional organisationsand regional trade integration initiatives. The parties
agreed to a comprehensivereview of the progress of negotiations and

5 For a more detailedassessmentf this processseeINTAL (2000).
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arrangemets in 2006to ensurethat no furthertime is neededor preparatioror
negotiation. In 2004, the EuropeanUnion will examine the possibility of
alternativetradearrangementsith thosecountrieshatdecidethattheyarenotin
a positionto enterinto a partnershipagreementvith the EuropeanUnion.

d. AndeanCommunityand Central America

In late 1990,the EuropeariJnion providedpreferentialaccesgor exportsfrom
the AndeanCommunityto helpassistin thewar againstdrugsin theregion.Most
industrialanda numberof agriculturalproductsenterthe Europearmarketduty
free. The EuropeanUnion intendsto extendthesepreferencedo the Andean
region to the year 2004. To preparefor possiblenegotiationof a Partnership
Agreement, Foreign Ministers of the Andean Community and the European
Union agreedto commissiona study of the current state and prospectfor
economicandtraderelationsbetweerthe two regionsat a meetingin Vilamoura,
Portugal,on 24 February,2000.

Since 1984 the San Jose Dialogue has governed political and economic
cooperationbetweenthe EuropeanUnion and Central America. Within the
frameworkof this cooperationthe EuropearJnion grantsthe CentralAmerican
countriespreferentialaccesgo its marketfor agriculturaland, sincel January,
1999, for industrialproductsunderits Generalisedsystemof PreferencesAt the
most recentministerial conferenceof the SanJoseDialoguein February2000,
Central American ministers expressedtheir desire to see the system of
preferencesontinuefor ‘a considerablylonger period’ while a new model for
future economicrelationsbasedon reciprocaltradebenefitsis beingdiscussed.
Ongoingdiscussion®n strengtheningrade and investmentrelationsare taking
placewithin the European-CentrahmericanTrade Forum,which hasmettwice
to datethroughDecember2000.

3. TRADE AND INVESTMENT FLOWS

At first glance,the volume of Europeartradewith the TAFTA-Southregion
doesnot seemto warranta flurry of negotiatingactivity. Two-way merchandise
tradeamountedo lessthan $100 billion in 1999, or about5.5 per centof total
extra-EUtrade(i.e., omitting tradeamongEU memberstates) Almost half of that
trade was between the EuropeanUnion and the Mercosur countries. By
comparison EU trade with North America totalled $400 billion or aboutone-
quarterof the EU tradewith third countries(seeTable 1).

& XViIth Ministerial Conferenceof the San Jose Dialogue Joint Communique,Vilamoura (22
February,2000).
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TABLE 1
EU Tradewith the Americas,1999 (billions of dollars)
Exports % Imports %
Total Extra-EU 817.8 100 863.3 100
USA 193.5 23.7 174.7 20.2
Canada 17.4 2.1 154 1.8
Total TAFTA-South 50.1 6.1 43.2 5.0
of which: Andean 6.1 6.6
Caribbean 3.4 2.2
Central America 3.6 3.4
Chile 2.6 3.7
Mercosur 23.1 22.3
Mexico 11.3 5.0

Source IMF, DOTSYearbook(2000).

Like the United States however,the EuropeanJnion seesthe TAFTA-Souh
regionasa growing andincreasinglyimportantexportmarket.EU exportsto the
TAFTA-South regionwere$50 billion in 1999,down from a peakof $57 billion
the previousyear. EU exportsto the region more than doubledover the past
decadalespitethe sharpfall in shipmentdn 1999dueto repercussionthrough-
outLatin Americafrom the Brazilianfinancialcrisis (seeTable2). Exportgrowth
was particularly strongin the Mercosur market, with EU exports expanding
threefoldover the decade(thoughgrowth hasbeenstagnantsince 1995).

The EuropeanUnion hasrun a trade surpluswith the TAFTA-South region
sincel993,in largemeasuralueto very modesigrowthin EU importsfrom Latin
America. TAFTA-Southexportsto the EuropeariJnion increasedy only 22 per
centduringthe 1990sandgrowth hasbeenvirtually stagnansince1995.1n part,
low commodity prices and high EU barriersto Latin American agricultural
exportshave dampenedsalesfor primary products(SITC 0, 1, 2, and 4) that
accountfor morethanhalf of TAFTA-Southshipmentdo Europe(seeTable 3).
In part,this weakrecordreflectsovervaluedcurrencieghathavehampered_atin
Americanexportsof manufacturedyoods.

While bilateral trade betweenEurope and the TAFTA-Souh region is not
substantiafor the EuropeanUnion, it doesmattera lot for somecountriesin
Latin America, particularlyin the southerncone(seeTable4). For Chile andthe
Mercosurcountries EU traderepresentsnorethanone-quarteof their total trade
(comparedo a US tradeshareof about20 percent).But for muchof thenorthern
half of SouthAmerica,aswell asthe CaribbearBasin,tradewith the European
Union representsa relatively small share(betweenl0 and 15 per cent) of total
merchandis trade.For Mexico, the EU tradeis evensmaller;the NAFTA region
is andwill remainthe centrepiec®f its economicrelations.For mostcountriesin
the TAFTA-Southregion,the United Statesremainsthe mostimportanttrading
partner.
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TABLE 2
EU Tradewith TAFTA-South,1990-1999millions of dollars)
Exports 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999
AndeanCountries 4,522 4,956 5,888 5,480 5,863 7,227 6,923 7,787 8,464 6,098
Caribbean 1,624 1,695 1,871 2,793 2,143 2,477 2,767 2,675 3,086 3,391
Central America 1,589 1,609 1,964 2,041 2,044 2,623 3,047 2,737 3,464 3,592
Chile 1,750 1,556 2,024 2,167 2,411 3,157 3,460 3,900 3,695 2,635
Mercosur 7,279 8,107 9,459 11,771 15,930 22,221 23,317 27,140 27,898 23,130
Mexico 5,284 6,401 7,744 7,190 8,274 5,749 6,387 8,658 10,620 11,263
Total 22,048 24,324 28,950 31,442 36,665 43,454 45,901 52,897 57,227 50,109
Imports 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999
AndeanCountries 6,135 6,065 6,088 5,246 6,426 7,719 7,438 8,250 7,518 6,609
Caribbean 1,850 1,756 1,939 1,765 1,765 2,127 2,226 2,504 2,220 2,213
Central America 2,135 2,077 1,963 1,787 2,486 3,138 3,171 3,226 3,465 3,408
Chile 3,400 3,307 3,265 2,699 2,968 4,158 3,763 3,833 3,854 3,698
Mercosur 17,934 18,697 17,472 15,365 18,529 20,024 19,291 21,570 23,467 22,265
Mexico 3,875 3,776 3,803 2,934 3,148 4,059 3,875 4,816 4,657 5,048
Total 35,329 35,678 34,530 29,796 35,322 41,225 39,764 44,199 45,181 43,241

Souce IMF, Direction of Trade Statistts Yeabook (1996 2000)
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EU Tradewith Latin Americaby Commodity,1999 (million of ECU/euro)

TABLE 3

Food, Machineryand
Beveragesand Chenical Transport Miscellaneous
Total Tobacco Raw Material Energy Products Equipment  Manufacturing
Exports SITC0-9 SITCO+1 SITC2+4 SITC3 SITC5 SITC7 SITC6+ 8
Value % Value % Value % Value % Value % Value % Value %
Chile 2,525 100 90 3.6 34 1.3 13 0.5 403 16.0 1,180 46.7 693 274
Mexico 10,409 100 344 3.3 95 0.9 62 06 1,348 13.0 6,213 59.7 2,165 20.8
Mercosur 21,596 100 691 3.2 244 1.1 229 1.1 3,786 175 11,667 54.0 4,098 19.0
Latin America,other 11,122 100 1,016 9.1 118 1.1 155 14 1,761 15.8 5,037 453 2,720 24.5
Total 45,652 100 2,141 4.7 491 1.1 459 1.0 7,298 16.0 24,097 528 9,676 21.2
Food, Machineryand
Beveragesind Chenical Transport Miscellaneous
Total Tobacco Raw Material Energy Products Equipment  Manufacturing
Imports SITC0-9 SITCO+1 SITC2+4 SITC3 SITC5 SITC7 SITC6+ 8
Value % Value % Value % Value % Value % Value % Value %
Chile 3,596 100 963 26.8 806 224 0 0 158 4.4 29 0.8 1,406 39.1
Mexico 4,674 100 362 7.7 122 2.6 792 16.9 410 8.8 2,114 452 711 15.2
Mercosur 18,180 100 7,211 39.7 4,548 25.0 47 0.3 640 35 2655 146 2,926 16.1
Latin America, other 10,125 100 4,640 4538 915 9.0 1477 146 196 1.9 980 9.7 1,095 10.8
Total 36,575 100 13,176 36.0 6,391 175 2,316 6.3 1,404 3.8 5778 158 6,138 16.8

Souce Eurogat, Externaland Intra-European Union Trade Monthly Staistics (August—%ptember2000)
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TABLE 4
Latin Americaand Caribbean:Trade Shares 1999

Exports Imports Exports Imports

to EU from EU to Us from US
Andean 14.8 18.8 47.7 36.4
Caribbean 14.8 14.8 26.2 34.4
Central America 14.2 9.0 57.5 42.2
Chile 26.0 20.4 194 21.7
Mercosur 25.6 28.8 18.3 21.8
Mexico 3.8 9.9 88.3 74.1
USA 22.0 19.0 - -

Source IMF, DOTSYearbook(2000).

Sowhy are countriesin Latin Americaandthe CaribbeanBasinso intent on
new tradetalks with the EuropeanUnion?In brief, threereasonaunderpintheir
interestin expandingtheir commercialpartnershipwith Europe.

First, Latin American and CaribbeanBasin countrieswant to deepenlong-
standingculturalandpolitical tieswith Europe.Freetradepactsusuallyserveboth
political and economic objectives; in many instances,the political goals far
outweighthecommerciainterestsatstake’ Thetwo regionshavehadarich history
of political, cultural,and commercialties, and hopethat new tradeinitiatives will
form part of a broaderpartnershigbetweentheir democraticsocieties.

Second, TAFTA-South countries want to increase their exports to the
Europeammarket. FTAs offer an opportunityto reduceEU tradebarriers,even
thoughthe EU-Mexicoaccordsuggestshatthe scopeof farm tradereformwould
be less than satisfactoryfor the region’s competitive grain, sugarand citrus
producers.Nonethelesshalf a loaf of farm trade reform in an FTA, on a
preferentialbasis,would still be nourishing.

Third, and perhapsmost important, the TAFTA-South countrieswant new
accordswith the EuropeariJnion to helpattractforeigndirectinvestmeni{FDI) in
their economiesTo be sure,tradepactsmay encouragesuchinflows only if they
are part of a broaderset of policy reforms, both macroecononti and micro-
economic,that spur economicgrowth and create attractive investmentoppor-
tunities.But aftera decadeor moreof reform, mostcountriesin the TAFTA-South
regionhavesubstantialf restructuredheir economiesstrengthenetheir financial
sectorsandprivatisedor deregulatedheir telecommunictions andtransportation
networks®? FTAs with the EuropearlUnion, aswell asthe FTAA with the United

7 For example,US andEU FTAs with Israelhadmoreto do with Mid-Eastpolitics thanbilateral
trade. Similarly, the US-JordanFTA signedin October2000 was designedto promoteJordan’s
ability to supportthe peaceprocessn the region.

8 Foreign capital already has helpedrevive ailing banking sectorsin Argentinaand Venezuela,
connect electric power grids and gas pipelines in the Southern Cone, and modernise
telecommunicationservicesinter alia in Mexico, Brazil, Venezuelaand Argentina.
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Stateswould providevaluableinsuranceagainsthereversabf thosepolicies,and
thusaddedncentivesfor domesticandforeigninvestorgo locatein their markets.

This strategyis alreadyworking. The TAFTA-Southregionhasbenefitedfrom
a sharpincreasein EU direct investmentover the pastfew years.Annual FDI
inflows to theregionfrom EU memberstatesosetenfold from 1993to atotal of
$32.4billion in 1998(seeTable5). Theseinflows haveprecededndanticipated
the conclusionof the newtradearrangementwith the EuropeariJnion, mirroring
the Mexican experienceprior to the completionof the NAFTA negotiations.

As of the endof 1998,the stock of EU FDI in the TAFTA-Southregion,on a
historical cost basis,amountedto almost$130 billion (not including reinvested
earnings)Almost half of thetotal wasplacedin the Mercosumarket.Much of that
investmentoccurredsince 1996 and hasbeentied to privatisationof state-owed
enterprisesand mergersand acquisitionsin the deregulatedfinancial, telecom-
munications,and power generationsectors.In 1997-1998,FDI in the southern
conecountriesaccountedor 62 percentof EU FDI in the TAFTA-Southregion.
Spanishfirms playeda particularly activerole in placingfundsin this region.

The sharpincreasein EU investmentcontributedin large measureto the
tripling of overall FDI inflows into the TAFTA-Southregionfrom $30billion in
1994 to $90 billion in 1999 (seeTable 6). During that period, the EU shareof
regional FDI inflows more than doubledto 44 per centin 19982 In contrast,
investmentdy US firms werefairly constanoverthis period,with annualFDI in
theregionaveragingabout$18billion annually.As aresult,the US shareof FDI
inflows into the TAFTA-Souh regionfell from nearly60 percentin 1994t0 21.5
percentin 1999.

4. IMPLICATIONS FOR US-EU RELATIONS

Nearly two hundredyearsago, Europearncursionsin the US neighbourhood
inspired the ‘Monroe Doctrine’, issuedin 1823 to forestall potential colonial
revivals in South America by Europeancountriesin the post-Napolenic era.
Today, the US responseo the EU initiatives has not beenas confrontational.
Nonethelessthe new Europeantrade initiatives in the Western Hemisphere
clearly have important implications for the United States.Former US Trade
Representatiy Charlene Barshefskywarned Congresson frequent occasions
aboutthe adverseeffectsthat EU tariff preferencesn Latin Americanmarkets
alreadywere havingon the competitivenessf US exportersandarguedthat US
negotiations— especially the FTAA — must be advancedto offset the US
disadvantage.

9 This shareunderstategshe EU position becausethe Europeandata do not include reinvested
earningsby Europearfirms in the region.
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FDI Flows, EU to TAFTA-South,1992-1998(millions of dollars)

TABLE 5

1992 1993 1994 1995 1996 1997 1998 1998

FDI Stock

Caribbean -20.8 285.7 402.2 655.3 106.7 406.0 302.7 4,718.5
Central America 2,175.4 2,093.7 1,692.2 133.4 1,544.3 2,403.0 3,200.5 41,080.6
Chile -58.4 76.1 159.5 167.4 228.6 1,848.4 2,036.9 5,457.0
Mercosur 610.1 493.0 922.3 2,112.4 5,106.7 7,025.1 21,536.7 59,294.3
Mexico 305.0 103.0 455.8 1,321.1 570.2 3,057.3 1,033.6 8,811.7
Other SouthAmerica 712.6 202.6 2,459.7 1,113.1 2,311.4 5,051.2 4,290.1 9,558.6
Total 3,724.0 3,254.2 6,091.6 5,502.8 9,867.9 19,791.0 32,400.3 128,920.7

Note: Datadoesnot includereinvesed earning.
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TABLE 6
FDI in Latin Americaandthe Caribbean

Total FDI Inflows-

LAC Region Capital Outflowsto LAC Region
from US* from EU*
(% billion) (% billion) % (% billion) %

1994 30.1 17.7 58.8 6.1 20.3
1995 32.8 16.0 48.8 55 16.8
1996 45.9 18.1 394 9.9 21.6
1997 69.2 215 31.1 19.8 28.6
1998 73.8 16.8 22.8 324 43.9
1999 90.5 19.5 215 n.a. n.a.

Note
* Doesnot include reinvesed earnings.

Sourcs: UNCTAD, World InvestmentReport (2000); US Departmentof Commerce(www.beadoc.gov);
Eurostat EU Direct InvestmenYearbook(1999).

To be sure, US exporterswill continue to face increasedcompetition in
important growth marketsin Latin America as a result of the new EU trade
initiatives. Thosetrade pactsprovide incentivesfor Europearfirms to establish
andwin marketsharein theregion.Theimmediateimpactwill notbe substantial,
however Latin Americaandthe CaribbeangxcludingMexico, accountdor only
10 per centof total US trade;including Mexico, the total risesto 20 per cent.

More importantly, the EU initiatives should encouragethe accelerationof
domesticeconomicreforms and thus reinforce economicgrowth in the region.
This resultis good for the United Statesas well. Overall, the growth effects
generatedby the EU pacts should outweigh the adverse impact of the
discriminatory trade preferencesgranted EU firms in the region. While this
article cannotexaminein detailthe costsof tradediversiongeneratedby thetariff
preferencestwo pointsbearmention:

» First,themarginof preferencewill berapidly erodedascountriesespondo
globalisation pressuresand continue to reform their trade regimes
unilaterallyin orderto sourcefrom the mostefficient suppliers.in addition,
some of the reforms undertakenpursuantto the trade pacts will be
implementedon a non-discriminatorybasisfor the simple reasonthat it
makesno senseto have separateaules regulatinginvestment,competition
policy, andintellectual propertyrights.

« Secondtradediversionwill besignificantin afew industrialsectorsutless
so in agriculture due to exceptionsto the trade rules or long transition
periods to free trade. For example, the EU-Mexico pact already is
promptingnew EU investmentin assemblyplantsand partsmanufacturers
in Mexico, andcouldleadfirms to sourcetheir North Americanautoexports
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to Europe from Mexican rather than US or Canadianplants to take
advantageof duty-freeaccesdo the EU market.

In short,US firms will haveto competemoreaggressivelyfor marketshare—
but in an expandingmarket.In addition, the EU pactsshouldcontributeto the
promotion of important US foreign policy objectives. StrengtheningLatin
American economic growth helps sustain the important political reforms
achievedin the region over the pasttwo decadesA stronger,more democratic
regionis a betterneighbourand economicpartnerfor the United States.

Finally, one shouldnot forget that the EU initiatives are taking place at the
sametime, but overalongerperiod,asongoingnegotiation®onan FTAA. As the
EU pactspromotetrade and investmentin Latin America, thosecountrieswill
havemoreflexibility in restructuringheir economiedo meetglobalcompetition.
In turn, thesereformswill makeit easierfor themto undertakeand sustainfree
tradecommitmentswith the United Statesunderthe FTAA. And, to someextent,
Latin Americancountrieswill usethe TAFTA-Southinitiatives asa foil to the
FTAA, usingeachto pressurehe United Statesand EuropeanUnion in turn to
reducetheir own trade barriers, especiallyin agriculture.Both developedand
developingcountriescan benefitfrom a doseof free trademedicine!
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